
-- ----

.-

..tiaate total and the 1993 plant-in-service total ($29,677) is not.
considered signiticant by the auditors since SODe plant placed in

1990 aDd 1991 ..y bave been retired by 1193. However, the

ditference between the.e totals aDd the 1991 AlUIIS Report ..ount is

si9Diticant because it inclicat.. an understat~t ot Memorycal11

inves1:llant ot at lea.t $257,667, or 6.2 parcant, as ot the end ot

1991. To the extant that thi. discrepancy was a r_ult ot the one

aonth 1a9 betveen the coapany' s .Detailed Continuing PrOPerty Record

("DCPR") and CCS, it vas corrected in January 1992. In any casa,

it i. likely that coaplete reconciliation vas effected in June 1992

in connection with the Ccmpany·. annual true-up .ot central ottice

aquipaant.

eaua

The causa ot tha input error. descril»ad above could n~t be

sPacitically daterained, but _y be relatacS to the tact that th..e

were the tirst tour lI_oryC&lll e.tiJaat.. to ba procaased by the

Coapany.

ReggapepdatiQD'

In li9ht ot th_ tindings, the auditors balieve that SPacial

scrutiny should be atforded construction proqr.. activiti_ related

to nonragulated ..rvic... Since such activity ..us up only a

_11 portion ot the total construction proqraa, the unique coc1in9

required tor nonre9Ulated treataant can .cmatt..s be overlooked.

To provide a .atety net to suppl~t sa ettorts to aaintain
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accuracy in this highly sensitive area, the auditors racOlDend that

both internal and external audits focus on this ••pect ot SB'_

construction program on a raqular ba_ia.

..
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10. Riqht-To-O.. f_ should be dir.ctly •••ic;ned
Wbapey.r po••ibl•.

Snn.ry

DurinCjJ the audit period, IIaaoryC&lll R'1'D fees were not

dir.ctly charCjJed to nonr'CjJUlated, ):)ut w.r. inateaCS allocat.d on the

ba.i. of inv••tlaent in the CSi9ital avitchin9 account. Although the

CAM,apprOVed by th. FCC in 1989 included a dir.ct charCjJ' co.t pool,

this pool was not us.d for R'1'D f ... prior to 1993. In 1993, the

coapany r.vised its .y.t_ and CSocuaentation to allow the dir.ct

charging of RTC f.... If a co.t pool i. litrted in the coapany'.

CAM, the FCC, the Comai••ion and. other int.ruted parti., bav. a

rigbt to a••,.. the co.t pool i. used when appropriat••

Crit;.ria

Part 64 of th. PCc·. rulu .tatea: •
COlt. ahall be directly _.igned to .ither
r89Ul atees or nonr89Ulated activiti_ when.v.r
poI.i):)l•• 35

In confOrJDAnCl with this rul., IIeIIOrycalll RTU f_., booked to

DiCjJital El.ctronic Switching' BxpenH (Account 6212) should be

dir.ctly a.,igned to nonrlCiJUlated.

Dw:'inCjJ its review of the four IIttIIorycalll utiJlatu procuse4

in 1990-1991, the aUditor. found that R'l'D fees wer. not being

dir.ctly a••iCined to nonrlCiJUlated. Th. Coapany conf~ that

·Cod. of Federal Regulationl, Titl'47, 164.901 (b)(2).
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the.. expenaes were being allocatecl }:)ased on the investaent in
•

Digital Electronic switching (Account 2212, 311C).

Further review revealed that the company had utablisbed a

-Direct Regulated/Nonregulated- cost pool in its CAM on June 30,

1ISI.» In early 11SI, the FCC statf was working informally with

telephone coapany personnel to 9Uide tha in the improv-.nt ot

their CAlIS. Although the Coapany contends that. the PCC ctid not

order it to _tablisb a direct cbaJ:ge cost pool in Account 6212,

this account was one ot 14 which receiVed new
I

-Direct

Requlated/Nonregulated- coat pools in the Coapany' s June, 11S9, CAM

revision.

'1'be Cc.pany did not, however, i=ediately revi.e ita

procecSur_ to allow thi. coat pool to be u..s tor the cbarcJinq ot

R'1'U f_.. l"roa June 19S9 through Sept-.ber 1991 this pool was used

tor the direct charging of Equal Access/Network "conti~tion

expenses to regulated. Etfective octcmer 1, 1991, the Coapany's

CCS/PPS UMr Quide was changed to state that the -Direct

Regulated/NonrtMJUlated- cost pool (CP 01) was -not uaed-. J7 The

coapany finally revised its ay.~ and proceclure. to allow the

direct cba%'ge coat. pool to be used tor It1'O t_ in 1113.

J6s_ Appendix E, Table 7-4.

J7S_ Appendix E, pp. 9.12.4 and 1.12. S • Hote al.o that CP 99
as de.cribed on p. 9.12. 1 conta1Da inveataent leased to others and
is a.siCiDed to regulated.
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Since th. great ..jority of diqital switchinq inv..taent i.

classified as raqulat.d, the allocation of X-Ory call R'l'O f.u

r.sult.el in the ov.rstat~t of rlC1Ulatory expens. anel the

undaratateaent of nonregulated expena.. In .stiJlat. 111418, $95,000

~. of R'1'O f ••s w.r. so allocatlc1 inst.ael ot dir.ctly cb&r9.d in 1990.

'1'bI n.t .ff.ct of all RTO f •• transactions clurinq th. audit period,

coulel not be dlt.raintd, howev.r, sinca clirect cbarg.. to r.gulatecl

.ig,bt alao have been _d. it th. Coapany us.d CP 01.

Perhaps ot gr.ater sipiticanca t.ban th. uounta involVed,

how.v.r, is th. fact that the Coapany listed in ita CAM a direct

charg' cost pool Which could not actually be WIld for R'1'D f_s for

ov.r thr.. y_rs, and could not be uslc1 at all for over on. year.

If a coat pool is listed in a cc.pany·s CD, the FCC, th•

•cc.aission and other inter_t.d parti.. .bav. a right to assWlt that

th. cost pool is us.d when appropriat••

Cau••
•

'1'bI awlitor. were UDabl. to d.tenainl vhy th. wDirect

R.gulattd/Nonrl9Ulatec1- cost pool vas not used for R1'U f_ until

1993. Th. coapany contenc1s that its activation in 1193 was not

r.lated to the auditors' revi.w of construction progr.. activity.

BacgneMatigp

'!'.b. auditara recoaaand that th. coapany ..ur. that its

parsonn.l are trainacl to dir.ctly _sign JtTO f_ when.v.r
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poasible. The auditors alao recomaand that the Capany not list
.

any coat pool in its CAM which can not be usc, unl_s this

condition is fully disclosed in the CAM and the CCS/PPS User Guide •

•
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11. Th. commi••ion .bould inv.stig.te th. implications
of a 1990 switch pric. restructure and incr•••• it•
audit scrutiny of BellSoutb to .naur. that basic
busin... and residential rat.pay.r. are prot.cted
against crq"-'ub.idi•••

A 1990 switch price restructure negotiated betw.en BellSoutb

and AT'~ appears to bay. incr_.d th. coats a••ignable to

noncoapetitiv. s.rvic•• , •• g. POTS, call waiting, call forwarding,

.peecl calli~, .tc., wbil. r.ducinv th. coats ..aignable to

ca.petitiv. s.rvic•• , ••g. ESSX. Th. pric. restructure will bav.

• dir.ct iJlpact on any currant or future service cost studies

r.fl.cting switch.s purchas.d after th. price restructure. Sinc.

the price r.structur. i~i.t.1ypr.ceded a _jar switch purchas.,

n.gotiat.d by BellSouth s.rvices, a subsidiary of South.rn Bell,

th. t.pact ot th.se shitts are baing incurred in addition to the•
fact that overall rat. base and invu'bIent related co.t. are

increa.ing.

AT'T'. price restructure resulted in acr. of the total cost

.than would have ))ean incurred prior to the r.structur. ))einc;

absor))ed by noncOilpetitiv. basic local exchang. service and by

noncoapetitiv. discr.tionary services nOrJlally purcha.ed by POTS

cuatcmaers. This was otfs.t by lower increaental costs of

,.0:

cOJlP8titiv. _rvic.s (ESSX) atter the rutructur.. The AT'T price

restructure positioned Bellaouth to subaidiz. tuture coapetitiv•

..rvieu at th. expense of incr.ased costs to noncoapetitiv.
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..rvic...

Th. Commis.ion should invutigate wh.th.r BellSouth has taken

an unfair competitive acsvantage of its aonopoly position in favor

of its PSX service and all other ccmpetitiv. s.rvices at the

expense of it. monopoly cuatomera. . This investigation must also

clet.raine how the pric. r.structur. iapaeta current and future cost

studies. The Commis.ion should also incr.... its audit scrutiny of

this Coapany to ensur. that basic l:»usineas and r ..idential

ratepay.rs are protected against cross-subsidi.. of any kind.

crit.ria

T.l.ccmaunicationa coapaniu in Georvia ..y not uae current

revenu.. _meet or expensea incurred in conjunction with ..rvicea

aubj.ct to requlation to aubaidize ••rvices which are not regulat.d

or tariffed. J9 On. of the ol:»j.ctivu of this audit wa. toIlearn

wb.ther South.rn Bell' s requlated cuatcmars are protected froa

croas-subsidy. The Ccmaiasion has d.fined cro.s-.ubsidy as any

action und.rtaken Dy SST whieb ruults in an UDd.rstat..-nt of

intrastat. requlateet r.venu.s or an over.ta~nt of intra.tate

r.gulat.d expens.s or invut.ent tor SM'."

In 1990 AT'T rutructurad its awitch and software prices. It

appears that .ven aft.r certain discounts w.r. applied, the

·O.C.G.A S.ction 46-2-23(9).

"Docket No. 3987-U.

III - 53

-~. -



____... -J....o... _

t'

r ..tructure create two bailie co.t shifts: (a) froa direct expense. .
(softw.re) to capital cost (hardware and capitalized software), and

(b) an inter-••rvice shift trOll the coapatitive ESSX ••rvice to

non-caapetitive re.idence and busin... .ervice.

The first shift was accoaplished by AT'T's raqrouping of its

•..

.oftware f.atur.. to acccmaodate BellSouth'. concerns regarding its

_o.t competitive line. of busin.... Thi. shift decreasad the price

for the axpansed (noncapitalized) .oftware required to provide ESSX

.ervice with a partially off..tting incr.... to the price of the

noncapitalized BltCS OniverAl software required to provide enhanced

.ervic•• such a. call waiting, call forwarclill9, .paecl calling, etc.

to .onopoly r.sidenc. and busin... custoaar•• 41 The price d.cr••••

for ESSX .oftw.re wa. .0 sub.tanti.l that the ov.rall total nat

pric. for feature (noncapitalized) software d.cr..sed.

AT''!'' • ..coneS shift incr...ed hardware (capital) pri.. to

recoup the ov.rall reduction in .oftw.re (expanse) pric.. r ..U1tinV

froa the d.cr..sed price tor ESSX softwar.. Specifically, A'!"'!'

incr.a.ed the price tor lin. cards .0 that the ov.r.ll awitch pric.

r_inad r.venu. neutral. Line cards are r.quired to provide dial

tone and th.r.for. are a f~tal coaponant of the co.t of

aonopoly servic.. Southern Ball properly not.. that the price of

line card units ("LCD.-) dacr..aad. LCDs are also a coaponent of

the co.t of di.l tone. N.verth.l..., the lin. card. price incr.ase

"Prior to the price r.structur. BltCS I .upport.d basic
busin••s and r ••idence linea. Subsequent to the r_tructur., BRCS
Oniv.r.al cont.ained four new ..rvic.., i. e cancel call vaiting,
call hold, automatic callback calling, di.tinctiv. ringing.
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overwhel.ed the LCD decrease•.
BallSouth denie. that there va. a shift froa axpanaa to

capital~ ATiT, on the other hanel, indicate. that the expenae-to

capital shitt was the intent a. well as result ot the price

restructure. ATaT contends that the restructure was -revenue

neutral" to ATaT (i.e., total bottoa-line svitch and software

revenue remained the ..... )

BallSouth also ..intains that the overall r_ult ot the price

re.tructure and the subsequent negotiations vas a net reduction in

the per-line price ot hardware and sottware. This net reduction

appears to have resulted froa increased cU.scounts to BellSouth

rather than troa the price restructure. The restructured prices

wbich are the subject of this finding vere separate and apart from

the additional discounts n890tiated :by the cc.pany ,Car the pric..

were restructured. Importantly, the caapany acknowledge. tha, even

after discounts, the price of line cards increased.

Tbe auditors note that Southern Ball -retained an unaffiliated

third-party consulting/accounting fira to investi9ate this ..tter

and to provide an unbiased expert opinion". According to the

Coapany, that finals conclusions apparently found -no ..rit in any

of the auditors' allegations".

The auditors requ_ted a copy of the third-party

consulting/accounting fira' s report in order to consider it in the

4evelopaant of our final opinion. The report in question is titled

DlllsRuth 1alecgwaunicatiPDI &1'1 SISS Syitgh PrAqur...nt (1989-

1991). It was prepared :by o.loitte , Touche and trans-itted to the
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Coapany on Karch 9, 1994. The auditora bave reviewed the o.10itte

, Touc:ba report and identified apparent technical flawa and

inconsistancie••~ The ComPany's repre.entative. bave been

.>

notified of th_e flaws and inconsistencie.. The auditors bave

baen informed that Daloitte , Touche .tands behind its report. In

general, the auditors beli~ve that when the flaws are corrected,

the Deloitte 5 Touche report corroborates the awiitors' findings in

Effec1i

AT5T's price r_tructure is si;nificant for aany rea.ona.

I~iately followinq the restructure, BallSou'th ..de a cOllllitaent

to purcbaae 86 new AT5T switches. ApproxiJaately 30 of the new

switches were to replace existing .witch.. in the Atlanta

_tropolitan area. AT5T 'a invoices reflectincJ the r ..tru-'ured

prices determine BallSouth '. accounting' for the switch purchas_.

Therefore, the consequences of the price r_tructure are being'

. incurred a. the switches are placed in ..rvice and are reflected in

any service cost stUdy Parforaad or to be parforaad suD.equent to

the price restructure.

The restructured price. re.ulted in cost lIhitta with

-41Por example, Appendix 4 ot the report c:oapares AT5T lin
prices as of 1989 with r_tructured 1911 price.. The 1981 pricu,
however, exclude BRCS II which cOllPrises a ..jority ot BRCS-ESSX at
the restructured price. Another au.ple i. that the report appear.
to assuae that BRCS 3 es.entially be~ BRCS Extended ESSX
(Centrex). This a••uaption i. incorrect. The overwbelaing
majority of BRCS ESSX i. troa BRCS II prior to the re.tructure.
The exclusion of BRCS II froa any coaparison ot list prices pre and
post restructure is inappropriate and .isleadinq.
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raqulatory iJlplications for BellSouth. Tbe auditors determined.
this ba.ed on a review of (1) all relevant corr_pondence between

the partie. and internally within BellSouth dating froa August 1989

to January 1991, (2) an April, 1990 AT'T pre.entation to BellSouth,

(3) interviews with AT'T Network Systama and with a BellSouth

officer and other BellSouth SMEa, and (4) discovery response. and

price li.ts attached to contract 6700-8.° The aUditor. attempted

to obtain from 'the Coapany, -.urrovate co.t .tudies- before and

after th. price restructure.

available.

However no such studi.. were

Since BRCS Universal .oftware is purcbaaacJ for all accaas

lin.., the average cost and incr~tal cost of a basic line

incr..sed a. a rault of this .bift. The r_ining portion of the

ESSX .oftware ra4uction wa••hifted to the co.t of aonopoly .ervice

by a direct incr.... to the co.t of line carda. Line card' are

required to provide dial tone and therefore are a func1...ntal

coaponent of the co.t of aonopoly .ervice. Ag'ain, the average and

J.ncreaantal cost of a basic line incr...ed. The incremental cost

of BRCS. ESSX .ervices declined significantly.

Grb. auditor. att-.pted to review the contract 0-2774-8 which
fir.t effected the price r_tructure~ They were provided with a
copy of contract 0-6700-8 which want into effect January 1, 1992.
All prices, with the exception of one, froa AT'T. April, 1990
pre.entation of the price re.tructure, ware traced into contract
PR-6700-B. The par line price for BRCS Universal was bigher in
contract PR-6700-B than _ shown in AT'Ta pre.entation. The
Coapany explained that the re.tructured price for thi. one item
increa.ed by 25 percent in the one y..r between contract PR-2774-B
and PR-6700-B. Consequently, the original incraa_ to the cost of
basic r_idential' and busine.s service, incraasac1 yet further
within one year.
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BellSouth took advantage of the fact that its accounting is.
baaed on AT'T's invoice.. BellSouth forced down AT'T's bid price

tor ESSX .ervice without reqard to AT'T'. co.t and did not =ject

to the ott.etting incr.._ to AT'T'. price. for hardware and

.ottware a••ignable to .onopoly .ervice.

AT'T'. price restructure shifted coat froa BellSou'th'. ESSX

.ervice catec;ory to it. acnopoly re.idence and busin... categories.

This enabled BellSouth to increaae the profit .-z'9ina of its

coapetitive .ervice by shifting coat to its aonopoly .ervice. The

incr..aed profit -.rgina could be used to reduce prices or

alternatively to avoid price incr__•

shifted coat froa expense C:&SSX .oftware) to capital Crate basa).

TIl_e shifts are retlected in an' incr.... to BellSouth'. overall

rat. })a.e r ..ulting from the ..jor awitch purcba_ it ..de frcm

AT&T. The shifts will al.o be r.fl.ct.d in any current or :tuture

co.t .tudies which include awitch anc1 .oftwar. co.ts at the

r ••tructured prices.

Onder th..e cirC\Dlatancea AT'T'. price restructure would

result in acr. coat bein9 absorbed J:)y noncoapetitiv. ba.ic local

exchange _rvice and nonca.petitiv., diacretionary ••rvice.

nonaally purcha.ed by POTS cuataaer., e.9. apeed calling, call

vaiting, call forwardincJ, .tc., off_t with lower increaental coats

for the cc.petitive operations than would have been incurred prior

to the restructur•• Th. AT'T price restructure po.itioned

Bellaouth to .ubsidiz. future coapetitiv. .-rvicea at the expense

of incr...ed co.ts to noncoapetitiv••ervices. At the .... t1Jle
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total rate base was increasing due to BellSout:.b'a ..jor switch.
purcha_ froa AT'T t

SAUM

'!'be AT'T price r ..tructure w_ a national price r ..tructure.

specificallY, •• it related to BallSouth, it appears that BallSouth

used ita purcbaainq power to achieve lower software co.ts

...ignal:)le to ita coapetitive cuatc.an because ita Line of

Buain_. organization aterained that thoae co.ta were too high for

coapetitively ..rkatinq .ervic.. in BallSout:.b. AT'T r"POnded with

lower directly .s.ignable ESSX .oftware costa and hi9ber directly.
..siljJn&1:)le non-coapatitive feature .oftware and line card costa.

The correspondence and other dOClmaDta reviewed by the

aUCSiton relatinq to this findinv are attached _ Appmdix F.

certain ai9llificant dOCUlleJlta are atill in the COllP&Jly I a hanU due

to the proprietary agre~t.

Rac;Q'¥Ddat;ipD

BallSouth used ita purcbaainv power to obtain r ..tructured

pric.. which ahif1:ed BallSouth coata froa coapetitive aarvicu to

non-ccmpetitive JIOftOPOly servic... BallSouth used the market power

it POa-- .. a result of ita virtual lIODopoly PO.ition in the

local exchange ..rut to achieve the.e re.ults.

The Cc.aiasion should inv..tivata whether BallSout:.b haa taken

an unfair coapatitive advantage of ita aonoPOly position in favor

of ita ESSX ..rvice and all other ccmpatitive aarvicu at the
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expenaa of it. .mopoly cuatoaera. This invuti9ation auat also.
claterain. bow the pric. r ••tructure impacts current and future cost

.t:u4i_. '1'he co.ai••ion mould alao incr.... it. auclit acrutiny of

this Coaapany to ensur. tbat baaic buaineaa and r_i4ential

rat.pay.rs are prot.cted aqainat cro••-.ub.ic1i_ of any kind•

•
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'!'be incluaion of BellSouth servicu' net incCDle and
equi.ty in the Surveillance Report provided a
.ubaidy for it'. nonrecJUlated CPE products and
_ked the over-earnings on .al.. to the regulated
operation•.

BellSouth service., Inc. (-US-) was a nonrevulated .ub.idiary

that provided .upplie. and .quipaent to the BellSouth coaPanie••

As propo••d by the Coapany, BSS ' • equity and net incoae were

treated a. r~lated, i.e. above-th.-line rate baa. and net income

adju.baenta in the Rule NISI case. The Ccmai.sion wa. not aware,

however, that theae BSS adjuataents contained aillion. of dollars

of obaolete nonrequlated cuatoaer preai_ equi~t (-en-). 44

Since BSS's return on ita cn inve.t:aent va••ivnificantly l ..a

than Southern Bell'. allowed rate of return thia r_ulted in a

cro.a-.ubaidy to BBS'. CPE operationa.u Tbe Comaia.ion v~al.o

not aware that the Ccmpany incr..aed the add-back to ita regulated

rate ba_ ..rely by relieving ass of it. liability for advanc_

frea other affiliat_.

As a r_ult of the incluaion of BBS'. en inveablent and

earning. in the Surveillance Report adjuat.mlta, the regulated

telephone cuatoaers in Georgia vere not protected frOil the

~e CPE was coapriHcl of PBXa and Kay sya~ nOnlally used
by busin..ae.. '!'be inventory vas continually written-clown due to
the tr~dous technol09ical advance. in C\1atcmer Pr_ises
Equipaent during this period, and subsequent chang_ in cuataaer
n..ds and preference.. The inventory write-downa vere charged
directly to nonrequlated accounts on SQUt;hern le11's books.
Therefore, they did not reduce BSS'. earnings. Bowever, neither
did tbey reduce the equity add-back to Southern Bell'. rate ba.e.

uS.. Appendix G.
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axce••ive earning- BSS experienced on overpriced .ales of other

equipaent to the regulated c:oapanie. during the 1989 to 1991 tiae

fr_. Southern Belli _ rate baae i_ pre.ently overstated as a

r_u1t of purchaaing overpriced products froa BSS.

The auditors reca.aend a Pera&nent $19.152 million reduction

to Southern Belli a rate Jaae to eliminate the effect of the

overpriced producta included therein. The $19.152 .i11ion amount

ia actually the CUIlUlative CPE-related equity incluc1ec1 a. an ac1c1

back to Georgia I a intra.tate rate baae by way of the BSS

aeSjuataenta in the Surveillance Reports. Although the $19.152

Ilillion repr_enta the CWlu1ative equity aeSd-bacJtl the aueSitor_ are

rec~ndiD9 ita use a. a sUJ:T09at.e for the overpriced products

included in the ca.panyl. rat.e ba.e. Tbe auditors also recamaend

that the eaapany be strongly reprt.anded for its failure to infor'll

the ecmais.ion that the BSS adel-back included its unprofit\.ble,

=aolete, nonregulated buain... en line of buaine•• and for

increa.iNi the rate ba_ add-back by relieving ass of it.

liabilities to other affiliates.

crit.ria

Georgia telecoaaunicationa caapanie. My not use current

reven\1_ earned or expense. incurred in conjunction with .ervic_

.ubject to r89Ulat.ion to sub.idize servic_ which are not requlated
~.

or tariffed." One of the =jectiv_ of thi. audit wa. to

deteraine if the ec::.panyI. r89\llated CUIItaaers are protected for

~.C.G.A. section 46-2-23(g).
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croaa-au))sidy relating to the COIIpany'. nonragulated affiliate••.
The camai••ion has defined cro..-.ubsidy as any action undertaken

by SaT which ruultil in an undaratat~t of intrastate regulated

revenu.. or an over.tat~t of intrastate re4JUlatad axpanaas or

inve.taant for SaT. 47

The objective of this audit activity w.. to detaraine if US's

equity, which w.. included in Georgia's rate baae calculations,

inclucled CWlto..r Pr_i.e (CPE- PBX and Kay systea) inv_t1Ient aDcl

if the return on that equity inv_t1Dant was bainq subsidized by

over-charginq for the aquipiClt bainq sold to the telephone

coapani.. for raqulated aarvicaa.

spn4itiQD

BallSouth Sarvicaa, Inc. ("BSS") w.. ..tabliahed a. a

nonravuJ,atad subsidiary to partora cantralizacl purchasing funetiona

and in turn ..11 suppli.. and equipaent to the BallSouth coapanies.

US wa. ownacl equally (50-50) by Southern Ball ("SB") and South

Central Ball ("sea"), i.e. BallSouth ' • two revuJ,ated entities. A

- ..jority of US's ..1_ were to SB and SCB.

In the Rule RISI case (Docket Ho. 3105-U) aB proposed to treat

US I. net incoaa and equity a. rataJl&kinq adjuaa.ants. 41 In other

~Dockat Ho. 31"-U.

"This adjuat:aent excluded a BSS subsidiary called BallSouth
Product. ("UP") •
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adju.t.ant8 were repre.ented to the CQIIIli••ion a. a _thod of

protactiDCJ Georgia -. ragulatac1 custcmara froa axc_.ive c:barg.. for

purcha.e. froa BSS. However, t.ba Coapany 4id not inform the

ccmai.sion that it had tranafarred a .ub.tantial aaount of obsolate

bu.in•••-CPE inventory into BSS and that those oparationa would be

r.flected in the add-back.

Prior to 1989, ass -••al.. aDd operationa pr~ily r.latac1 to

.quiplleDt and _rvic.. typically used by S8-. and sa-. refiUlated

tel.phon. operation.. In 1••• two ..jor CI'E transfers were _4e to

Us. 1O One of th••e cn transfers conai.ted o~ $15 nllion in

"...i4enca CPE" equipaent. Thi. inv_baent w.. segregated into a

_Parate .ub.idiary ("ISP") of ass. Th. ISP earning., loa_ ancl

equity are adjusted out of the BlS add-back in Georgia -•

vorclll US wa. treated a. if it va. r89\llated."

Surveillance !laporte

The ISS

•
Of gr_ter iIaportance was t.ba _coneS CPZ tranafer to ISS.

Thi. transfer directly blpacted the US rate ba_ and net incoae

adjustaent. in Georgi.-. Surv.illance !laporta. Thi. transfer, froa

BellSouth Advanced Syat_, Inc. ("All"), conaiated ot nonragulatad

busin••• CPE. The_ busin... en .._ta aDd liabiliti•• were not

put into. _parate .ub.idiary coapany vithin ass a. w.. dona with

tha r_idantial CPE. The busin... en ....ts aDd liiU)iliti.. wara

"'lba auclitors vare inforJled that the US equity and nat incoaa
wa. tr_ted al:»ova-th.-lina in all BellSou'th .tates.

5GCPE va. pr..-ptivaly derequlated by the FCC in its 1980
Coaputer II deci.ion, 77 PCC 2d 384'.
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COJIbined. with the existing regulated type equipaent, ..-king the

.
fact that nonregulated CPE inv..a.ent was being inclucled in the

regulated rate base a. part of the Rule NISI equity adjusa.ent.

The ):)\18in_. en inventory w.. apparently written-down

~diately prior to being transferred into ISS and then further

written-down _vera! tiae. due to tr~oua tacbnoloqical advanc..

in CPE during the audit period, and aubaequent cbanq_ in

cuatoaer'. needs and preferences. Buain_. en was an unprofitable

J, line of bu.ine•• and never .bould have been added back to regulated

operations. In the auditors' opinion, the Ce-pany cro••-.ub.idized

CPE through the ass add-back and the internal tax .ub.idy d_cribad

in Finding Ho. 3.

!'be bus~. en transfer frail All to •• va. cc.pri.-d of tba

following: __1:8 - _ aillion, lia})iliti_ -_aillion,

equity - $55.' aillion. 51 In Karch and April 1'8', there w..e two

additional equity infusiona to BSS totalinv $50 aillion. TbaH

increased the equity _ounts that ware added to Georvia'. rate

ba.e. Qu_tiona by the awiiton concarning the additional $50

million did not produce any journal entri.. which .pacifically

identify ISS'. accounting for theae equity infusions.

The Cc.pany _intaina that the aquity infusions ware~ to

reduce ISS'. -Advances froa Affiliat..-. Whether the $50 aillion

was uaed to reduce the $3'.8 aillion en lia})ilitie. or other,..
J1It i. the Cem.pany'. position that this $55. , aillion of

equity represented $32.6 Jlillion of inventory and $23.3 aillion of
~ and cash equivalents, and ther.fore only CPE _.ets were $32.6
million. The Coapany _intaina that the $23.3 aillion wa. utilized
by all BSS operations. Figure. redacted at coapany request.
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Advances troa Aftiliat•• , the r_ult wa. a significant incr.ase to
.

Georgia I. r.gulated rate ba... The .i9%liticanca of this should be

notad.. ass'. advanc•• froa affiliate. w.re directly added to the

recJUlat.d rate ba_ via surv.illance r.port adjua'taant8.

In 1992, a ..jority of the ISS operations were reint.grated

into the raqulated operations ot 1S'1'. At the .... tiJla, the en
line of bu.in••• was transferred to another nonragulated affiliate

called BellSouth Cc.aunications Sy.t_, Inc. C-BCS-). When the

en a••et. were transferred. froa ass to BCS, the transfer did not

include th. liabilities that orivinally had bean transf.rred. fraa

ASI.

In July l'~O, a. a r_ult of a PeC audit, BellSouth ..de a

$5.6 .1llion int.rstate refund. for 1'.' overc:har9_. Proa the

docwaenta review.d, it appear. that the PeC'. .taff w.. not aware

that ass'. operations included. the aixinv of CPE ••••ta. with

raqulated type inv_taant .al.., when they avread to the r.tund

aaount. Al.o the impact of CPE equipaent was not considered in

their evaluation of 1990 and 1991 ISS'. cbar9" and rate-of-return

evaluation.. FurtheDOre, the PCC did not allow the ass add-back

the coapani_ used. tor th.ir intrutate regul.ted oper.tions. lIone

of th. 1990 refund. was funnelled to intr••tate operations.

The .utitor.' .valuated. ass I. net inc08l8 aarninv. for the 1'.'

199112 period by prodUct group Crequlated. and nonragulated

busin••• CPE) and the .quity included. in the rate ba.e for each.

SZl~.9 to 1'~1 w•• considarad. to be relevant .inca it reflects
the perioc:l that the en operation va. included in ass.
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The COIIbil}ed aarninqs tor both product qroups was 18.3 percent in

1989. This waa aignificantly greater than Georgia's allowed rat.

of return. The three year combined averag. return on equity was

13.6 percent. Thia 13.6 percent return on total BSS equity was a

caat»ination of a 18.0 percent return on regulated .quity and a 4.3

percent return on buaineaa en equity. 53 The auditors have

concluded that the ccmbinill9 of the en equity and net incc.e into

the r8CJUlated operationa Surveillance Reports adjuataenta raulted

in a croas-aUbaidy for BellSouthla CPI operations (Appendix G).

lVen without conaideril\9 the $50 .illion equity infusion, the

caat»ined amount at CPE equity , included in GeOr;-ia I a Intraatate

Rate Baae for the 1989, 1990 and 1991 Surveillance Reports vas

$19.152 .illion.

The auditora have concluded that the cOllbining of the CPE

equity and net incoae into the regulated Surveillance ReportI.
adjust1lenta r ..ulted in a cross-aubsidy of BellSouth IS CPE

operations. The"tara" was that the regulated ratepayera would De

protected fraa the actions of the nODregulated coapani_, when in

reality the "aubatance" ia that they were actually haraed.

SJ.rbe caapany was asked to provide calculations such aa th_
but declined. It ..intain. that "Any calculation by the auditora
that purports to show that BSS eamad a different return on ita
inveataent in cn •• oppoaed to the other aervicu it provided i.
ai.aply incorrect." The auditor. disagree, but have aupplied their
calculation to the coapany for any corrections. Hone have bean
provided.
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RaC)U1atee1 and nonr.gulat.d invutJlents w.ra cow i nglad at BSS

and includ.d a. a BSS·. .quity and n.t incc.a (1... BSP)

surv.illanc. Report adjuaa.anta. Th... adjuatJlanta war. propo.ed.

by the COIlPUlY and r.pr••entad a. a ..thad of protecting Georgia

c:uatoaar. froa paying too aucb for BallSouth affiliate purcha••••

In r.ality, the inclu.ion of the unprofitable en operations in BSS

...kad .ignificant ov.rcbar9" for aquipllaDt purcba_ that w.re

charged to regulated rat.payers and included in the current

raeJUlated rat. ba.. a. tal.phon. plant in service. Thi.

overcbargiDg' r.sultad in cro••-.ub.idy for tba BSS CPB operations.

When the Coapany propo.ed includinv US'. ~ity and net inca.. ..

surv.illance Raport adjustJlanta, it failed to .-ntion to th.

Georgia eo-i••ion 'that the adjua'tJlanta included aillions of

dollars of oDaol.t. nonravulatad en inv_t:.ant.. •

Bace--ndatign

Th. au4it.ors racem.en4 a paraanent $11.152 1I111ion

Surv.illance Report rate ba.e reduction t.o .liainate the .ffact. of

the ov.rpriea4 proClucta included t.bar.in. '1'ba auditors al.o

r.cc.aand that. the Coapany be strongly r.priMn4ad for ita failure

to in~o~ the Cc.ai••ion that. t.ba BSS add-back ProPOSed by th.

Coapany included unprofitable, obsol.te, nonravulat.a4 busin... en

and alao for incr...ing th. rat. ba.. ackl-back ))y relieving BSS of

ita liabilit.i•• t.o other affiliat.•••
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"

Tbe calculation and bookiDCi process used to record
transfers of equi~t between regulated cOllP&lli..
• bpuld be _cbaniztd to pr,vlDt .non'

evaluation w_ that the net Dook .alvav. calculation proc... used

Dy the Ccapany i. a Jl&Dual oPeration, utiliziD9 interatate r •••rv.

factor. which ..y be .. IlUch a, 18 JIOntha old. Th. aanual p.oc."

i. 'labor intenaiv. and could potentially r ..ult in errors, .ven

Th. oJ:)j.ctiv. of th. .wiit revi.w of thi. function va. to

v.rify that ••••t. (prec1OJ1inately central office Plug-In equi~t)

.r. being proPerly .ccounted for in transfers between .tat.

jurildictions. Th. audit v.rified that Southern BIll'. invut1aent

accounting prOCll. for the equipaent transfers and inventory

control. are proPer and that th. ci.preciation reserv. calculation

prOCll. vhich i. used by th. ccmpany followa the affiliated

Th. only n89ativ. itea noted 4urinv tIw

thou;b non. w.r. ci.teeted in the c1ate reviewed. The auclitor.

reccmaend that tIw calculation and booking proc_ be -=anize4 to

reduce JDanual effort and tiJle delay.. Southern BIll indicate. that

the c.lculation and booking procu. i. tentatively .cheduled to be

_chanized by February 1995. Sinc. the Coapany has plans for •

,y.t_ which will adc!r... the audit'. concema, no further action

i, required in this area.

crit;.ria

Th. aw:lit aterained that junking, ,crap, salvage sal.. and
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tnnafen are tracked iNlividual1y within the warehou.. and

aOCOWlted for u.inv • abipping invoice procacsure. The audit

verified that appropriate fons are .11\9 pr04uced within the

warebOUR 10ca1:10_••0 that the individual Uft1ta ot equipaent: and

the ...oci.tact invua.en't cu be uacltacl. Once the net J:)ook valu••

azoe calculated, th••alv.ge dUoi.. ara tben ..cbanlcally proc••••c:t

tr01l that cSa'ta .0 that appropri.t.a ••lvave cracl1't. an received by

8ach .ta~. for tranat.ra. One object:lve of thi. review was to

verity that the ••••u (pradoa1nately c.ntral otfice Plu9-In.
equiJ)llel\t) be1ra9 accountec:t tor in ~Z'.uteZ'll JMtveen reeJU1.tad .tat.

,uriacl1=ion. i. traMtarncl (.old) .t it. flat bOok value, per the

FCC part 32 rule. for atfiliate traft8act1cna. 'rise CS.ta analyzed 1n

the aucU.t in41cate. 'that lou1:hen ..11 1. coneet.ly following t.ha

rul.. 9overn1nv the tranater ot r~la'ted ....t. trca one

juri-.iotion to anoth.r })y ua~ncJ ...nUlll proce_ to calculau t.be

net book valu•• and rallUlt1ft9 inV..1:IIen't transfer .~••

A revi., ot tbe aechaniaad 8Il~i.. fro. the PICS/Deft .yat_

1ftdica1:_ that •• unit. an 1:ra_r.ne4 tnIa on. juri_tatioD 'to

another, a ra~u--n't ia proc•••eeI in tJ). Rata trOJa whicb it 1.

bai~ tnn.faned. A Alva,. em:ry 1. al.o pZ'OC••ed, wbich i.

baaed Oft a calculated net book value ~tn, depreoia'tion re••rve

tabl.. that an pl:'OV1ded by 'the eoapany'. depreciation

orpn1aation. Tbeae nArYe tul.. aN produced 1n about July

uain; the previous end-of-yaar dat.a. At t1Ma, tbereto%'., the
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